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PROCEDURAL HI STORY
On March 18, 1999, New Engl and El ectric System ( NEES)
and the National Gid Goup plc (NG5 (referred to collectively
as the Conpanies) filed wwth the New Hanpshire Public Uilities
Commi ssion (Comm ssion) certain affidavits, testinony and rel ated
exhi bits concerning the proposed acquisition by NGG of all of the
common shares of NEES. The purpose of the filing was to inform
the Comm ssion of the transaction and the Conpani es' position
that the acquisition would have no adverse effect on New

Hanpshire ratepayers.
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NEES transacts business in New Hanpshire through its
whol | y-owned subsidiaries Granite State Electric Conpany (GSEC)
and New Engl and Power Conpany (NEP). GSECis a public utility
providing retail electric service to approxi mately 35, 000
custoners in New Hanpshire. NEP, also a public utility, provides
transm ssion services to GSEC and other entities wthin the
state. NGGis a holding conpany incorporated in the United
Ki ngdom and upon its acquisition of NEES wll| be subject to
regul ati on under the federal Public UWility Hol di ng Conpany Act
(PUHCA), 15 U.S.C. 8 79 et seq.

The Comm ssion issued Order No. 23,202 (April 21, 1999)
determ ning that the transaction between NEES and NGG may
adversely affect the rates, ternms, service or operation of either
GSEC or NEP. Based on that determ nation, the Conmm ssion
concluded that it has authority to conduct further proceedings
under RSA 374: 33 notw t hstandi ng | anguage in RSA 369: 8, |
provi di ng that Conm ssion approval of nerger transactions is not
required in certain circunstances.

A Prehearing Conference was held on May 4, 1999. On
May 20, 1999, the Conpanies filed a Motion for Rehearing of O der
No. 23,202, and for Deferral of Decision on Mdtion Pending Review
Under RSA 374:33. On June 4, 1999, the Conm ssion approved the
request for deferral. After a period of discovery, testinony was
filed by the Ofice of Consuner Advocate (OCA), Rep. Jeb Bradley

and the Conmm ssion Staff on June 11, 1999. The Conpanies filed
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rebuttal testinony on June 18, 1999. Hearings were held on June
24 and 25, 1999.

The Conmm ssion deliberated on this proceeding at its
public neeting of August 9, 1999 and adopted m nutes of those
del i berati ons one week later. Construing those mnutes as a
final order of the Comm ssion, OCA filed a notion for rehearing
on Septenber 8, 1999.

Anmong the issues raised by the NEES/NGG filing is the
extent to which the Conm ssion should make any determ nation at
this time concerning the acquisition premum i.e., the extent to
whi ch the purchase price paid by NGG exceeds the book val ue
and/or the market price of NEES shares. NEES and NGG have
represented that they do not presently intend to recover the
acquisition premumfromratepayers. However, the Conpani es have
indicated that NGG intends to allocate the acquisition premumto
its subsidiaries, including GSEC and NEP, which neans that the
books of these subsidiaries may, at sone point, carry a portion
of the acquisition prem um and costs associated with the nerger
transaction. They have also stated that NGG may, in the future,

seek to reflect some or all of the acquisition premumin rates.
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1. POSITIONS OF THE PARTI ES AND STAFF

A. New England Electric SystemiNational Gid Goup., plc

NGG and NEES contend that their nmerger transaction
merits Comm ssion approval because NGG s plan to acquire al
out st andi ng shares of NEES stock neets or exceeds the "no net
harmi' test articulated in Eastern Utilities Associates, 76 NH PUC
236 (1991). According to the Conpanies, the nerger will have no
adverse inpact on rates because the Conpanies do not seek to
recover any nerger-related costs in the instant proceeding. NGG
and NEES explicitly reserve the right to seek recovery in sone
future Conm ssion proceeding of the acquisition prem um paid by
NGG but aver they will not seek recovery unless they can
denonstrate that any sum so recovered is fully offset by
correspondi ng savings to ratepayers. The Conpani es further
assert that the nmerger will have only a positive inpact on
service, owng to what they characterize as NGG s size and
experience in the transm ssion and distribution of electricity,
particularly in a conpetitive whol esale narket. Finally, the
Conpani es contend that the nmerger will not adversely affect the
Commi ssion’s ability to regul ate GSEC because the subsidiary wll
remai n a New Hanpshire corporati on whose books and records w ||l
be accessible to the agency.

B. Governor’'s O fice of Energy & Community Service

The Governor’s O fice of Energy and Conmunity Services
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(GOECS) urges Conm ssion approval of the nmerger in light of what
GCECS contends are NGG s expertise in transm ssion and
distribution, the possibility of savings and efficiency gains

t hrough i ncreased econom es of scale resulting fromthe nerger
and the likely consolidation and elimnation of redundant
operations follow ng conpletion of the transaction. GOECS asks
the Comm ssion to defer the issue of whether NGG can recover any
portion of its acquisition prem um from New Hanpshire ratepayers.
GOECS further recommends that the Conm ssion condition its
approval of the nerger on NGG and NEES giving assurances that (1)
it will grant the Conm ssion the same access to affiliate records
as was granted to the Federal Energy Regul atory Comm ssion (FERC)
i n obtaining that agency’'s approval of the nmerger under the
Federal Power Act and (2) any portion of NGG s acquisition

prem um al |l ocated to GSEC by the Securities and Exchange

Comm ssion (SEC) in connection with that agency’s review of the
merger will not be binding on the Conm ssion in any future

pr oceedi ng.

C. Representative Jeb E. Bradl ey

Representative Jeb E. Bradl ey of Wl feboro, Chair of
t he House Comm ttee on Science, Technol ogy and Energy, urges
Commi ssi on approval of the merger and further takes the position
that any determ nation that NGG nay not recover its acquisition

premumis likely both to derail the nmerger and send an
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i nappropriate signal to other potential purchasers of New
Hanmpshire utility properties whose acqui sitions nay provide
significant benefits to the state’s ratepayers. Representative
Bradl ey further averred that any such determ nati on woul d

i nappropriately circunmscribe the Commssion’s ability to

i npl ement a program of performance-based regulation (PBR) in
connection wwth GSEC. Finally, Representative Bradley takes the
position that a deferral of the acquisition-premumissue now
woul d have the salutary effect of permitting the Comm ssion to
determne in the future that sharehol ders and ratepayers should
share the cost of the premium which he deens to be a | audabl e
obj ective in connection with the process of electric industry
restructuring in general.

D. Business & Industry Association of New Hanpshire

The Business & Industry Associ ation of New Hanpshire
(BI'A) urges approval of the nerger on the grounds that it wll
benefit ratepayers and strengthen the regi onal econony. BIA
urges deferral of any issues related to the acquisition prem um
on the grounds that avoiding a precedent now will allow for
flexibility in review ng other nergers and that the Conm ssion
retains authority to deny recovery in connection with NGGin a
future proceeding.

E. Ofice of the Consuner Advocate

The O fice of the Consuner Advocate (OCA) urges the
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Comm ssion either to disapprove the nerger outright or to inpose
conditions upon the transaction. Wth regard to whether the
merger creates any benefits to ratepayers, OCA contends that NGG
brings no uni que expertise or experience to the operation of NEES
because NGG s experience is either duplicative of that of NEES,
i nvol ves transm ssion systens that operate at a different voltage
| evel than NEES does and/or does not involve the operation of a
regul at ed nonopoly. |Indeed, OCA even goes so far as to suggest
t hat NEES enjoys a record of performance that is superior to that
of NGG Moreover, in the opinion of OCA the proponents of the
merger have failed to suggest any standard for neasuring the
merger's benefits and, therefore, the Conpani es have not net
t heir burden of proof.

Assessing the possible harns to ratepayers, OCA
contends that NGG s overestimation of its abilities in the face
of unfamliar operating conditions may pose a risk to New Engl and
electricity consuners. Relying, inter alia, on testinony from
the Conpanies to the effect that New Engl and' s hi gh-cost
utilities appear to be the nost profitable in the region, and
that investors do not recogni ze the difference between high-cost
and | ow cost conpanies, OCA naintains there is no assurance that
NGG woul d mai ntain, nuch |less inprove on, the cost and quality
| evel s already achieved by NEES. OCA al so takes the position

that if NGG incurs additional debt and then seeks to inpute that
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debt as equity with regard to its subsidiaries, as suggested on
the record, this will exert upward pressure on NEES rates. OCA
expresses concern with the possibility of future comm ssions
permtting recovery of the acquisition premumeven if this order
deni es such recovery. Finally, OCA contends NGG s refusal to
abj ure ownership of generation facilities in the future suggests
that NGG may not be truly commtted to operating in a climte of
Vi gorous conpetition.

OCA further questions the Conpanies' underlying prem se
t hat NEES' sharehol ders should reap the financial benefits of
NGG s willingness to pay a premumfor acquiring NEES. In OCA s
view, there is no neaningful distinction to be drawn between the
sale of all NEES stock and the sale of its assets. OCA believes
t he Comm ssion should treat the instant transaction as an asset
sal e because ratepayers have been required to bear the financial
burden, through stranded-cost recovery, of GSEC s sal e of other
assets, i.e., transmssion facilities and contracts. Thus, in
OCA' s view, ratepayers should reap the benefits of a profitable
asset sale, albeit one achieved through a stock transacti on,
having suffered the adverse financial consequences of an
unprofitable one. OCA also sees a contradiction between the
exi stence of an acquisition premumand the fact that ratepayers
have been payi ng depreciation costs on NEES transm ssion and
di stribution assets on the theory that their val ue di m ni shes

over tinme. According to OCA the Comm ssion should apply the
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“bal ancing of the equities” test reflected in the case | aw
governi ng asset sales, determning here that the equities favor
allocating the financial gain to ratepayers. |In OCA s view, case
| aw from New Hanpshire and other jurisdictions supports the view
that historic book value is the only appropriate basis for
measuring rate base, and established ratemaking principles
denonstrate the illogic of treating assets as depreciating for
sone purposes but appreciating for others. OCA separately argues
t hat NGG shoul d be barred fromrecovering its acquisition prem um
because it failed to respond to OCA's data request seeking the
basis of its decision to purchase NEES. According to OCA this
failure justifies a determ nation that NGG never had any
expectation that it would recover the prem umfromratepayers.
Furt hernmore, OCA contends the record supports a determ nation
that, based on existing cash flows, earnings and tax expenses,
NGG wi || generate all the revenue necessary to cover the capita
costs of a $3.2 billion investnent made with borrowed funds. OCA
is al so concerned about the precedent this case will set in
connection with other utilities, particularly Public Service
Conpany of New Hanpshire.

Finally, OCA draws a distinction between a |ack of
proof that the public will be harmed by the proposed nerger and a
| ack of proof that the public wll be held harmess. In OCA s
view, this case presents the former circunstance whereas the

Comm ssi on should require proof of the latter in order to approve
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t he transaction under New Hanpshire | aw.
Assum ng the Conm ssion approves the nmerger, OCA proposes several
conditions: (1) Direct NEES to offset GSEC s recoverabl e stranded
costs by an anobunt equaling GSEC s share of the acquisition
prem um roughly, $16,860,000; (2) decide that NGGis barred from
recovering any acquisition premum now and in the future, except
possi bly through a perfornmance-based regul ati on mechani sm as
outlined by M. Traumof OCA in his testinony; and (3) restrict
t he anobunt of generating capacity NGG nay own, either directly or
indirectly, for possible sale into the New England electric grid.

F. Ganite State Taxpavers, |nc.

Granite State Taxpayers, Inc. (GST) seeks approval of
the nerger w thout any conditions beyond those comm tnents nmade
by NGG and NEES in their filing. According to GST, establishing
a rule concerning recovery of the acquisition prem um would
unnecessarily hanstring the Comm ssion in other proceedings at a
ti me when consolidation in the electric industry should be
encouraged as a neans of achieving efficiencies and cost savings.

G Conmi ssion Staff

The Staff of the Conm ssion urges approval of the
NGGE NEES nerger subject to a determ nation that NGG may not
recover its acquisition premum whether neasured as the
di fference between the acquisition price and book val ue or the

di fference between the acquisition price and the price of NEES
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stock prior to announcenent of the nerger, now or in the future.
Staff’s viewis that any recovery of the acquisition prem um
woul d transgress the “original cost” principle as contained in
the Uni form System of Accounts. Staff further contends that any
benefits resulting fromthe nmerger will be difficult to quantify
and that permtting recovery of the acquisition prem umcould
result in GSEC ratepayers paying for benefits that actually flow
to other NGG custonmers. Wth regard to the Conpanies’ position
that they will not seek recovery of the acquisition prem um
absent a showi ng of offsetting benefits to ratepayers, Staff’s
view is that the existence of the premumis purely a function of
the accounting nmet hod enpl oyed by the Conpani es (the purchase

met hod, as opposed to pooling-of-interests) and, thus, it would
be illogical to conclude that any benefit to ratepayers is
related to the premumin a way that justifies its recovery. 1In
the opinion of Staff, if ratepayer benefit from any savings
resulting fromthe nerger, performance-based regulation is the
appropriate nmechanismto reward NGG and/ or NEES for providing
such benefits on a going-forward basis. The Staff further
contends that the purchase price of $3.2 billion can be properly
characterized as the sumof the market value of NEES stock, prior
to the merger announcenent, plus $600 million to reflect the

val ue of certain tax benefits (chiefly the deductibility of

i nterest paynents) that woul d accrue to a previously under-

| everaged NGG by virtue of taking on additional debt to finance



DE 99- 035

-12-
the acquisition of NEES. It is also Staff’s position that the
Conpani es have overestimated the acquisition prem um by
approximately $1 billion, doing so by calculating it based on
NEES book val ue as opposed to its market value prior to the

mer ger announcenent. According to Staff, the difference between
the purchase price and the market price prior to the nerger
announcenent is a nore realistic, and therefore nore appropriate,
measure of the cost to NGG of acquiring and gaining control of
NEES. Staff’s point is that, assum ng recoverability of the
acquisition premum it should be [imted only to suns that had
not al ready been factored into NEES narket price and thus could
be deened to reflect the value of benefits that inure to
ratepayers as a direct result of the nerger.

I11. COW SSI ON ANALYSI S

A. Jurisdictional |ssues

I n considering the proposed acquisition of NEES by NGG
the Comm ssion is mndful of the statutory framework w thin which
it must act. Qur broad nmandate is to assure that all charges
made or demanded by a public utility, for any service rendered or
to be rendered, are "just and reasonable.” RSA 374:2; see also
RSA 374:3 (vesting comm ssion with "general supervision of al
public utilities"). A public utility holding conpany such as NGG
may not acquire nore than ten percent of the stock of a utility

operating in New Hanpshire unl ess we determ ne "that such
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acquisition is lawful, proper and in the public interest.” RSA
374:33. However, as previously noted in Order No. 23,202, the
Legi sl ature has further delineated our authority over significant
changes in utility ownership as foll ows:

To the extent that the approval of the conmssion is

requi red by any other statute for any corporate

restructuring, merger, acquisition, financing, change

in long-termor short-termindebtedness, or issuance of

stock invol ving parent conpanies of public utilities

regul ated by the comm ssion, the approval of the

commi ssion shall not be required if the public utility

represents to the conmssion in witing no |l ess than 30

days prior to the anticipated conpletion of the

transaction that the transaction will not adversely

affect the rates, terns, service, or operation of the

public utility wwthin the state.
RSA 369:8, Il (Supp. 1998).1

W reiterate here the conclusion we previously stated
in Order No. 23,202: W cannot agree with NGG and NEES that the
| anguage of RSA 369:8, Il requires us to accept at face value a
representation that a proposed transaction such as the one at
i ssue here will have no adverse inpact on rates, terns, service
or operations of a New Hanpshire utility.
Qur view is grounded in established principles of

statutory construction. The process begins with consideration of
"the plain and ordinary neani ng" of the words used in the

statute, but this does not "make a fortress out of the

! Subsequent to the filing of the instant proceedi ng, RSA
369:8 Il has been substantially anended, see 199 N.H Laws ch.
289 § 12, effective on July 1, 1999 but not applicable to
transactions entered into before that date, see id. At § 16. W
therefore apply the fornmer version of the statute.
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dictionary." Appeal of Ashland Elect. Dep’'t, 141 N.H 336, 341
(N.H 1996) (citation omtted). Thus, a statute is correctly
interpreted "not in isolation, but in the context of the overal
statutory schene." Appeal of HCA Parkland Medical Cr., 143 N H
92, 94 (1998) (citation omtted). "Wuere reasonably possible,
statutes should be construed so that they | ead to reasonabl e
results and do not contradict each other." Sprague Energy Corp.
v. Town of New ngton, 142 N. H 804, 806 (1998). An
interpretation that renders a statute "nmeaningless” is to be
avoi ded, Appeal of Barry, 142 N H 284, 287 (1997), and there is
a presunption that the Legislature "did not enact nonsensical and
unnecessary provisions," OBrien v. OBrien, 141 N H 435, 437
(1996) .

In addition to the provisions already cited, giving the
Comm ssi on general supervisory authority over utilities,
requiring us to assure that rates are just and reasonable, and
i nposi ng upon us the obligation to assure the citizens of this
state that transactions such as the one at issue here are | awful,
proper and in the public interest, we are vested with a specific
duty to "keep infornmed" as to the operation of all public
utilities in the state, RSA 374:4, and are enpowered to
"investigate or make inquiry . . . as to any act or thing having
been done, or having been omtted or proposed by any public

utility,” RSA 365:5 (enphasis added). |In the context of a merger
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transaction, these provisions would be neaningless if RSA 369: 8,
Il were interpreted so as to require us sinply to accept w thout
i nvestigation any representation that a change in ownership wll
have no adverse i npact.

Considered in isolation, RSA 369:8, Il would appear to
requi re precisely such rubber-stanp regul atory scrutiny.
However, because we nust view this provision in the context of
the Comm ssion’s overall statutory mandate, which explicitly
grants us investigatory powers, we conclude that we are vested
with both the power and the obligation to conduct an inquiry
geared toward verifying the representati ons made by the putative
partners to the nerger. 1In this instance, we do so |largely based
on the information contained in the filing nmade by NGG and NEES.

Such a focused inquiry, we conclude, is fully
consistent wwth legislative intent. To hold otherw se woul d
render the statute a virtual nullity. It would permt parent
conpani es of New Hanpshire utilities to nerge without Conm ssion
i nvestigation, thus excepting thensel ves fromthe consuner
protections contained in RSA 374: 33 based on the untested, bare
assertion of conpliance wwth the statutory standard. W presune
the Legislature could not have intended such an absurd and
illogical result.

B. "No Net Harn' Standard

We therefore proceed to the results of that inquiry.
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As already noted, NGG s proposed acquisition of NEES is governed
by the mandate in RSA 369:8 that the nmerger will "not adversely
affect the rates, terns, service, or operation of the public
utility within the state.” W viewthis inquiry as the sane one
we have historically made under RSA 374: 33 (authorizing
Comm ssi on approval of nergers that are "lawful, proper and in
the public interest”), to which we apply what has cone to be
referred to as the "no net harnm test, see, e.g., Re Consuners
New Hanpshire Water Conpany, 82 NH PUC 814, 817-18 (1997), first
articulated in Re Eastern Uilities Associates, 76 NH PUC 236,
252-53 (1991) (rejecting proposed "net benefit" test for review
of nmerger transactions).

"In essence, the ‘no net harm test requires approval
of a proposed transaction if the public interest is not adversely
affected.” Re CCl Tel econmunications of NNH., Inc., 81 NH PUC
844, 845 (1996). In that regard, "our obligation is to ensure
that the interests of ratepayers are bal anced agai nst the right
of shareholders to be free of regulation which unreasonably
restrains legitimte corporate activities." Re Hanpton Water
Works Co., 80 NH PUC 468, 473 (1995). In other words, we nust
assess the benefits and risks of the proposed nerger and
determ ne what the overall effect on the public interest wll be,
giving the transaction our approval if the effect is at worst

neutral fromthe public-interest perspective.
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It is apparent that the transaction at issue in this
proceeding is likely to provide certain benefits to GSEC
rat epayers and, indeed, electricity consuners throughout New
England. NGGis the world' s |argest investor-owned transm ssion
conpany and, as such, possesses consi derabl e technical expertise
in the planning and operation of transm ssion systens. NGG has a
record of inproving maintenance progranm ng, introducing
i nprovenents to the transm ssion system interconnecting new
facilities and reducing transm ssion costs to custoners in G eat
Britain when the conpany took over for the state-owned
transm ssion systemat the tinme of that nation’s electric
industry restructuring. It is of particular relevance to New
Hanpshire and the rest of New Engl and, where electric
restructuring is in its ascendancy, that NGG brings experience in
managi ng a transm ssion systemin a conpetitive market. The
Comm ssi on believes this experience may assist | SO New Engl and,
whi ch operates the grid in our region, as well as the New Engl and
states thensel ves as each inplenents conpetition in the regiona
power market. These advantages nore than offset any |ack of
expertise NGG has in confronting conditions typical of New
England winters. In so determ ning, we do not mnimze the
i nportance of maintaining service to the public during adverse
weat her conditions that commonly occur in New England. W wll
hol d NGG accountable for the service record it devel ops in New

Hanmpshire and we wi Il expect NGG to take advantage of the
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expertise it acquires in the transaction.

Simlarly, the takeover of a local or regional public
utility by a larger, nore renotely-mnaged and distantly-
headquartered conpany rai ses concerns about the successor
conpany’s ability to maintain contact with its custoners and
remain aware of, and responsive to, |local issues. The Comm ssion
is satisfied wwth the representations of NGG managenent that the
merger will not have a negative effect on the | ocal operation of
GSEC s transm ssion systemor its custoner service. The
Commi ssion will continue to nonitor operations and custoner
service carefully and it will hold the new managenment to its
conmmi t ment s.

In Order No. 23,202, we referred to a potentia
nati onal security concern raised by a non-donestic corporation
owni ng part of the transmssion grid. |In response to this
expressed concern, the Conpanies have filed a copy of a letter
fromthe federal Conmttee on Foreign Investnment in the United
States, indicating that the commttee deens the proposed nerger
to raise "no issues of national security sufficient to warrant an
investigation." See 50 U.S.C. App. 8 2170 (providing for
i nvestigation by President or President’s designee of proposed
mergers with national security inplications and authori zing
presi dential suspension of such transactions in appropriate
circunstances). This letter adequately addresses the concern

previ ously expressed by the Comm ssion in this case.
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Wth respect to NGG s refusal to rule out the
possibility it may seek to own generation facilities in the
future, we are unable to agree with OCA that such a refusal is
relevant to the “no net harnf calculus. |If we adopted the theory
OCA advances in this regard, to the effect that a nerger
proponent nust prove that the public will be held harmess in the
wake of the transaction, we would put an acquiring entity in the
i npossi ble position of refuting every possibility of adverse
consequences. NGG s task here is to prove that the present
ci rcunst ances of the proposed transaction, and those reasonably
f or eseeabl e consequences of it, will result in no net harm 1In
assessi ng whet her NGG has net that burden, we wll not specul ate
about future possibilities, even those that the proponent has
refused to rule out. The corollary, of course, is that our
approval of the nerger sets no precedent as to how we woul d treat
such consequences, should they arise. |If, as OCA suggests, NGG
is not commtted to the conpetitive paradigmthis state has
enbraced in the context of electricity deregulation, then NGGis
consummating its purchase of NEES at its own ri sk.

Finally, we do not share OCA's view that our statutory nmandate to
scrutinize utility nmergers permts us to seize on behal f of

rat epayers any portion of the capital gains reaped by the
sharehol ders of the selling entity. This is so even though we

have previously approved a settlenment permtting GSEC to recover
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certain stranded costs, see Granite State El ectric Conpany, No.
23,041 (Cct. 1, 1998), a decision that presunmably nmade NEES
sharehol ders (as the ultimte owners of GSEC) the owners of a
nore val uabl e i nvestnent than they woul d have had if GSEC had
sinply been forced to wite off its stranded costs. By
definition, stranded costs are

costs, liabilities, and investnents :

that electric utilities would reasonably

expect to recover if the existing regulatory

structure with retail rates for the bundled

provi sion of electric service continued and

that will not be recovered as a result of

restructured industry regulation that allows

retail choice of electricity suppliers,

unl ess a specific mechanismfor such cost

recovery i s provided.
RSA 374-F: 2, IV. Thus, recovery of stranded costs is ultimtely
a restructuring-driven adjustment of the extent to which a
utility's shareholders may reap a return, ultinmately paid to them
in dividends, on their investnment. Such recovery will obviously
have an inpact on the capital gains or |osses those sharehol ders
experience when they sell their right to receive those dividends,
but those transactions take place outside the ratenmaki ng process.
We do not adjust rates with every fluctuation in a utility's
share price. Likewise, even if NGGis willing to conpensate NEES
shar ehol ders handsonely for the right to recover on the NEES rate
base, that fact is, initself, of no consequence to our “no net

harnmi inquiry. This question may have a different result if the

purchasing utility seeks to recover any of the prem uns paid
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above book value fromcustoners through rates. See di scussion
bel ow.

Accordi ngly, the evidence supports the conclusion that
the proposed nmerger will itself result in no net harmto New
Hanpshire ratepayers with respect to terns, service and
operation. The remaining issue is whether we can reach the sane
conclusion as to rates -- a question that requires us to confront
the matter of the acquisition prem um NGG has agreed to pay in
order to acquire all of NEES outstanding shares.

C. Acquisition Prem um

The record before the Comm ssion in this proceedi ng
allows us to make the followng findings on this inportant issue:
First, the acquisition premumin this case does not represent
the cost of property devoted to public service but, rather, is a
cost related exclusively to the price paid by NGG for NEES stock.
Second, to grant recovery of the acquisition prem um woul d
effectively result in the wite-up of the valuation of NEES
assets sinply because of the financial transaction and the price
NGG agreed to pay for control of NEES. Third, to allow recovery
of the acquisition premumwould, in effect, put GSEC ratepayers
in the position of conpensati ng NG& NEES for the mark-up above
book val ue that NGG pai d NEES stockhol ders for their shares of

NEES stock, i.e., the difference between the purchase price of
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$53. 75 per share and the book val ue of $26.79 per share.?

In urging the Conmi ssion not to reach the acquisition-
prem um question in this proceeding, either as a general policy
gquestion or as a specific aspect of this proposed nerger’s inpact
on the affected New Hanpshire ratepayers, the Conpani es note
their lack of any present intention to recover any acquisition
prem um fromratepayers. Essentially, their argunent is that in
t he absence of any such intention their merger proposal neets the
"no net harm' test discussed supra. However, the Conpani es have
al so indicated that NGG intends to allocate the acquisition
premumto its subsidiaries, including GSEC and NEP. Therefore,

t he books of GSEC and NEP will likely, at sone point in the
future, carry a portion of the acquisition prem um and costs
associated wth the transaction. The Conpanies readily and
clearly acknow edge that the prem um does not represent the cost
of property devoted to public service but, rather, is a cost
related solely to the sale of NEES st ock.

As already noted, the Conpanies further indicate that

2 W further note that, to the extent that the nerger
agreenent calls for the paynent of an acquisition premum the
Conmpani es may have overstated it. As the Staff contends,
conparing the purchase price to the unaffected market price of
NEES stock may be a nore appropriate nmeasure of the acquisition
prem um t han using the stock’s book value as the baseline figure.
This is because, at the tine of the announcenent of the nerger,
NEES st ock was al ready tradi ng above book val ue and, therefore,
the nerger price only gives the sharehol ders additional value to
the extent the nerger price exceeds the price at which the stock
was previously trading.
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they will not seek recovery of any acquisition premumin rates
absent a showi ng of offsetting savings and benefits to custoners.
Further, the record shows that NGG did not rely on the prospect
of recovering its acquisition prem umwhen it decided to purchase
NEES. |f NGG floats additional debt to finance its purchase, the
record shows that NGG wi Il have sufficient revenues from
regul ated operations to cover the cost of the purchase over tine.
In addition, the experience of NGGwth its own conmunications
subsidiary nmakes it reasonable to assune that NGGis |looking to
the possibility of proceeds from unregul ated operations to
warrant the paynent to NEES sharehol ders of a 30 percent prem um
over market val ue.

The position of Staff and OCA -- that we should take
this opportunity to deny any present or future recovery of the
acquisition premumto be paid by NGG — has consi derabl e appeal .
We agree, in principle, that the "no net harnf test could warrant
our conditioning our approval of the nmerger on such a
prohi bition. See, e.g., Entergy Gulf States, Inc. v. Louisiana
Pub. Serv. Commin, 730 So.2d 890, 895 n.1 (1999) (describing
utility stipulation to that effect as precondition to regul atory
approval of nerger); Appeal of Richards, 134 N H 148, 172 (1991)
(Brock, C.J. and Bachelder, J., dissenting) (noting that rate
recovery of acquisition premumis "of little solace to a

rat epayer who is forced to contribute to a return on [an] asset
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whi ch presumably does not [provide] electricity but nmerely hel ps
to indemify" investors). Based on the present record, we find
merit in the argunent that NGG and/or its putative subsidiaries
that will serve New Hanpshire ratepayers should not recover any
prem um paid in connection with the nerger transaction.

However, we do not believe it is appropriate to inpose
a bl anket prohibition at this juncture on any recovery of the
acquisition premumpaid by NGG The electric industry is
undergoi ng rapid change. 1In such a climte, we cannot rule out
the possibility that circunstances could justify recovery of at
| east part of an acquisition premumand still be regarded as
i nposing "no net harm' on ratepayers. However, on the present
record, we are unable to determ ne what precise circunstances, if
any, would justify the recovery of the acquisition prem um or any
part thereof. Such issues are appropriately considered in the
context of a rate case. See, e.g., Central Illinois Public
Service Co., 180 PUR 4th 185, 208-09 (Ill. Conmmerce Conmi n 1997)
(approvi ng proposed nmerger but noting that "ratemaking treatnent
of . . . merger-related costs . . . should not be determ ned
outside the context of a general rate proceeding in which al
el enents of the utility's cost of service are exam ned"); see
al so WrldCom Inc., 185 PUR 4th 153, @ (Mnn. PUC, 1998)
(approving nmerger of |ong-distance carriers but refusing to rule

on "specul ative" clainms such as prediction that nerger would
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cause anticonpetitive pricing anong major | ong-distance
carriers). The issue can be viewed as one of ripeness, which
"relates to the degree to which the defined issues in a case are
based on actual facts . . . and are capabl e of being adjudi cated
on an adequately devel oped record.” Appeal of State Enpl oyees
Assn. of NH, Inc., 142 N.H 874, 878 (1998) (declining to
adj udi cate cl ains based on "general allegations”" of actual harm.
In the present circunstances, the parties seeking a determ nation
now t hat NGG coul d never recover any portion of its acquisition
premumare in the sanme position as litigants who seek a
declaratory judgnent in court based on "hypothetical facts," and
thus are not entitled to such a determ nati on because the factual
bases for their position are not "sufficiently conplete, nmature,
proxi mate and ripe" to permt us to decide the issue in a manner
that would be fair to all parties. See Delude v. Town of
Amherst, 137 N.H 361, 363-64 (1993). Thus, we stress that our
prelimnary determnation is without prejudice to the right of
NGG and the subsidiaries it is acquiring to request recovery of
an acquisition premumin the future, assum ng that such a
request woul d address the concerns of the Conm ssion as expressed
in this order.
In that regard, we agree with the Conpanies that it may be
appropriate in the future to provide NGG and its subsidiaries

with incentives for cost savings through sonme form of
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per f ormance- based regul ation (PBR). W caution, however, that we
are mndful of Staff’s position that inplenenting a PBR nechani sm
post -nmerger would allow the Conpanies to nmake a presentation
after the fact to the effect that savings achieved or to be
achi eved shoul d be used to offset the acquisition premum Using
PBR to achi eve such a result would not provide any real incentive
for a utility to achieve savings on a going-forward basi s.
Al t hough there may be a way to avoid this problem based on the
state of the law and the industry at sone point in the future, we
remai n skeptical based upon present know edge that the PBR
paradi gm can be applied to the acquisition premumin a manner
t hat acconplishes the objectives PBR nechanisns are typically
designed to acconplish. See 206.03 (setting forth PBR objectives
of enhanced conpetition; infrastructure devel opnent, investnent
in technol ogy, plant or equipnent; price reduction or service
efficiency). And, in all likelihood, the level of profits
available as a result of a properly structured PBR schene woul d
not rise to the level of the acquisition premumcalled for in

this merger proposal.

To permt any future Conm ssion to have the benefit of
the record devel oped here, should it becone necessary for that
Comm ssion to consider a request for recovery of any part of the
acquisition premum we direct that, in any such request, NGG or

its subsidiaries (1) ask the Conm ssion to take admnistrative
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notice of this docket and (2) discuss how the request addresses
and responds to the concerns expressed by Staff and OCA in this
docket and by the Comm ssion in this order. W are convinced the
filings in this docket will be of assistance to any future
Comm ssion that finds itself confronted with the question whet her
to allow the recovery of all or part of the NGG acquisition
prem um at issue in this proceeding.
| V.  CONCLUSI ON

Based upon the foregoing analysis, the Comm ssion
concludes that the parties to the nerger have net the "no net
harnm' test. W therefore approve the transaction. W do so with
t he understanding that the Conpanies will abide by the conditions
proposed by GOECS and explicitly agreed to by the Conpanies in
their reply brief. These conditions are: allow ng the Conm ssion
t he sane access to books and records accorded to FERC, a
comm tnent that any SEC or FERC determ nation relating to the
merger or to the allocation of the acquisition prem um shall not
be bi nding on, or have any precedential effect before, the
Comm ssi on; and, as already nade clear, that our approval of the
merger includes no express or inplied determ nation that NGG or
its subsidiaries should recover any part of the acquisition
prem um paid in connection with the nerger transaction.
VI. OTIHER | SSUES

A. Protective Oders
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On July 2, 1999, NGG filed a notion for protective
order seeking confidential treatnent of certain information
provided in discovery that, according to NGG would disclose its
confidential business strategies for considering and inplenenting
potential corporate acquisitions.

Specifically, NGGis seeking protection for a paper
prepared by one of its directors, Stephen Box, concerning the
financi ng and hedgi ng arrangenents nade by NGG in connection with
t he proposed acquisition of NEES. NGG has furnished this
information in response to Record Request No. 16 submtted by the
O fice of the Consuner Advocate, which has not opposed the
i nstant notion.

The Comm ssion recogni zes that the information
contained in the filing is sensitive comercial information in a
conpetitive market. Thus, based on NGG s representations, under
the balancing test we have applied in prior cases, e.g., New
Engl and Tel ephone & Tel egraph Conpany (Auditel), 80 NH PUC 437
(1995); Bell Atlantic, Order No. 22,851 (February 17, 1998);
EnergyNorth Natural Gas, Inc., Oder No. 22,859 (February 24,
1998), we find that the benefits to NGG of non-disclosure in this
case outwei gh the benefits to the public of disclosure. The
information, therefore, is exenpt from public disclosure pursuant
to RSA 91-A:5,1V and N.H Admn. Rules, Puc 204.06.

B. Mdtions for Rehearing
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OCA' s Septenber 8, 1999 notion for rehearing is denied
as premature, without prejudice to its reassertion in connection
with the order herein on the nerits of the case. OCA noted that
it made the rehearing notion to protect its appellate rights in
the event the m nutes of our August 9, 1999 deli berations could
be deened a final order within the nmeaning of RSA 363:17-b; see
RSA 541: 6 (establishing denial of rehearing notion as
prerequisite to appellate jurisdiction of New Hanpshire Suprene
Court). Oal deliberations, even when recorded in the m nutes of
the Comm ssion's neetings, are not final orders. Rather, they
constitute the Comm ssion's public discussion of the matter in
gquestion prior to the issuance of a final order that neets the
specific requirenments of RSA 363:17-b. See Appeal of Concord
Natural Gas Corp., 121 N.H 685, 692 (1981) (noting that
requi renents of RSA 363:17-b are touchstone of whether docunent
i ssued by Commi ssion is final order regardless of its caption).
The Conpanies' notion for rehearing of Order No.
23,202 remai ns pendi ng, having been deferred pendi ng the issuance
of the instant order. For the reasons already discussed, supra,
we cannot agree with the argunents in the notion for rehearing
that RSA 369:8, Il precluded the Comm ssion from conducting a
full inquiry into the nmerger. Accordingly, the notion to
reconsi der Order No. 23,202 is denied.

Based upon the foregoing, it is hereby
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ORDERED, that the acquisition by NGG of NEES, and the
resulting nmerger of the two entities causing NEES to becone a
whol | y owned subsidiary of NG5 is for the public good and in the
public interest and is therefore APPROVED, and it is

FURTHER ORDERED, that the Conpanies’ notion for
reconsi deration of Oder No. 23,202 is DENIED; and it is

FURTHER ORDERED, that NGG s Motion for Protective
Treatnment filed on July 2, 1999 is GRANTED, and it is

FURTHER ORDERED, that the determ nation as to
protective treatnent made herein is subject to the ongoing rights
of the Comm ssion, on its own notion or on the notion of Staff,
any party or any other nenber of the public, to reconsider this

Order in light of RSA 91-A, should circunstances so warrant.
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By order of the Public Uilities Conmm ssion of New

Hanpshire this fourth day of COctober, 1999.

Dougl as L. Patch Susan S. Gei ger
Chai r man Comm ssi oner

Attested by:

Thomas B. Getz
Executive Director and Secretary
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NEW ENGLAND ELECTRI C SYSTEM

Petition regarding the proposed nerger between
NEES and the National Gid Goup plc

Separate Opinion of Conm ssi oner Brockway,
Concurring in Part and Dissenting in Part

My col |l eagues and | agree that generally a merging
utility should not recover an acquisition premum W differ on
whet her the record permts us to determne the acquisition
premumissue in this case today. Utimately, we differ about
whet her the nerger can be approved absent such a determ nation.
For the reasons set out below, | believe we can and shoul d
determne the issue finally today. | amunable to concl ude that
t he nerger proposal passes the no net harmtest absent a
definitive resolution of the acquisition premumissue at this
tine.

We should firmy close the door today on the potenti al
for National Gid Goup to nove any part of the acquisition
prem um above the line and include it in rates for Ganite State
El ectric Conpany. W should also put NGG and ot her New Hanpshire
el ectric conpanies on notice that we wll explore whether it is
proper to require the conmpany to share wth its custoners gains

on the sale of T&D assets when determ ning stranded costs.

The significant issues in this case include the

standard of review of the proposed nerger, the likely benefits
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and risks of the nerger, and the disposition of the gain on the
sale of NEES. Wth respect to the disposition of the gain on the
sale of NEES, three inportant issues have been raised. OCA
al one anong the parties, urges that we require NEES as a
condi tion of our approval to share with consuners the prem um
above book value that its shareholders will enjoy upon concl usion
of the sale. OCA and staff also urge that the nerger be approved
only subject to the condition that NGG not be permtted to pass
on any part of the acquisition premumin rates, now or in the
future. W also nust consider whether we would be preenpted from
denying the recovery of the acquisition premumby NGGif the
Securities and Exchange Commi ssion ruled that the prem um shoul d
be reflected on the books of the buyer.
A.  Standard for Merger Approva

Wth respect to the standard of review, NGG s proposed
acquisition of NEES is governed by the mandate in RSA 369: 8 that
the nerger "not adversely affect the rates, ternms, service, or
operation of the public utility within the state.” This inquiry
is the sane as the "no net harm' test. The plain |anguage of the
statute indicates that a proposed nerger need not show net
benefits to gain approval. Insofar as we are dealing with a
merger governed by this statute, | agree with the majority as to
t he standard of review

B. Relative Benefits and R sks of Merger
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In my review of the case as we drafted the witten
order, | have re-examned the rel ative benefits and risks of the
merger, to apply the no net harmtest in light of nmy reconsidered
opi nion on acquisition-premumissues. As | note here, | put a
different enphasis on sone of the questions than do ny
col | eagues.

As the majority discusses, the transaction at issue in
this proceeding could potentially provide certain benefits to
GSEC r at epayers and, indeed, electricity consuners throughout New
England. NGGis the world' s |argest investor-owned transm ssion
conpany and, as such, possesses consi derabl e technical expertise
in the planning and operation of transm ssion systens.

There was no specific testinony that NGG s capability
in this respect was any better than NEES' . Rather, w tnesses
gave conclusory statenents to this effect. But it may be of
particul ar rel evance to New Hanpshire and the rest of New
Engl and, where electric restructuring is in its ascendancy, that
NGG bri ngs experience in managi ng a transm ssion systemin a
conpetitive market. This experience may assist | SO New Engl and,
whi ch operates the grid in our region, as well as the New Engl and
states thensel ves as each inplenents conpetition in the regiona
power market. There may be sone margi nal benefit to having this
experience anong the managenent ranks, and not sinply purchased
on a consul ting basis.

On the other hand, these possible advantages nmay not
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offset NGG s relative |lack of expertise in providing distribution
service or in confronting operating conditions typical of New
Engl and winters. NGG may have to rely heavily on | ocal
managenent, in which case there would be no particul ar benefit
from addi ng NGG managenent on top of NEES managenent. This is
especially the case where, as here, the selling utility’'s
managenent has gained a reputation over the years as anong the
best in the country. Also, as Staff observes, there are fewif
any synergies likely to exist in operations, given that the two
service areas are an ocean apart, and that managenent wll have
to maintain essentially duplicate operations on both sides of the
ocean. Thus, the benefits to GSEC and its custoners are
possi bl e, maybe even probable, but certainly not established.

As to risks, | continue to have concerns about the
inportation to the United States of the culture of consuner
transactions typical of the English utility system For exanpl e,
M. Uwn, testifying for NG5G expressed his continued belief
t hat prepaynent neters are a positive tool for dealing with
non- paynent issues. In grappling with the problens facing
paynment -troubl ed custonmers, and in distinguishing the “can’t pay”
custoner fromthe “won’t pay” custoner, ny regulatory experience
and a conbined 15 years in working with access to affordable
utility service suggests to ne that prepaynent neters may be
wor se than useless in achieving positive paynent patterns and | ow

shut-off rates. The renoteness of NGG nmanagenent and corporate
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culture differences, the full extent of which we cannot
anticipate on the present record, nay nmake positive resolution of
such policy differences nore difficult.

The OCA has al so argued that risks to the conpetitive
structure we are building in New Engl and have been brushed aside
by NGG indicating a potential for backsliding under the new
managenent. NGG does not apparently want to get into the
generation business, but this is only a prediction, and NGG s
refusal to give assurances on this point nust be considered.

There is also financial risk to consuners relative to
the acquisition premium but that is discussed separately bel ow

Taking all these factors into account, there are not
great benefits comng to GSEC consuners or to New England from
this merger, and | do see certain risks. However, the nerger
shoul d not sinply be denied, despite the appeal of the OCA s
argunments. There is a greater possibility of potenti al
operational benefits fromNGG s participation in the New Engl and
grid, and lesser risk of harmto the conpetitive structure we are
working to build, than OCA sees. While the evidence is thin in
t hese areas, the conpani es have shown that no net harmw || be
created by the nerger, aside fromthe potential inpact of the
merger on rates. The analysis thus turns to the disposition of
the acquisition prem um

C. Acquisition Prem um
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This merger application is unique in that it is the
first nmerger of electric utilities to come before the Conm ssion
in the context of RSA 374-F, the electric conpetition mandate for
our state. The circunstances of this nmerger approval request are
al so unique in that, while a significant acquisition prem umw ||
be realized as a result of the structure of the transaction, no
request for the recovery of an acquisition prem um has been nade.
| ndeed, the parties have been careful not to seek recovery of an
acquisition premum although they readily agree that the nerger
wi |l provide NEES shareholders with a prem um 100% above the book
val ue of the Conpany, nost of the revenues of which are derived
fromregulated utility operations. NGG freely admts that it
wi |l seek recovery at sone point (undefined) in the future.
Accordingly, the nmerging parties have asked us not to deny the
possi bl e recovery of the acquisition premum But since their
intention to seek recovery is clear, we nust address the
di sposition of the premumin order to determ ne whet her the
merger neets the no net harm standard.

Addressing the acquisition premumat this stage wll
provi de gui dance not only to the parties to this nerger, who nust
deci de whether to conclude the transaction given the conditions
i nposed by us, but also to utilities that nmay be negotiating such
mergers in the future. There are indications that other
utilities will increasingly be adopting the sane strategy

(deferral of the question to a proceedi ng beyond the actual
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approval process) for dealing wth the fundanental problemthat
seeki ng recovery of an acquisition prem um neans seeking recovery
for above-book costs.

To the extent we can set out the nutual rights and
expectations of selling sharehol ders, acquiring sharehol ders and
custoners in this case, parties seeking to negotiate electric
utility mergers will be armed with crucial information about the
regul atory disposition of this and other provisions of the deals,
and can adjust their agreenents in |light of those policy
constraints or opportunities for maxi num econom c efficiency.
The majority and | essentially agree on this, and differ only on
the extent to which we can now identify the circunstances that
woul d or woul d not support noving any of the acquisition prem um
above the |ine.

1. Recapture of Gain from Di sposition of Assets

The O fice of Consunmer Advocate argues that we should
deny the merger, or at |least condition it on the recapture for
consuners of the gain that shareholders will enjoy upon
consunmati on of the merger.

GSEC argued for and received 100% recovery of stranded
generation costs, and then through its parent NEES sought
approval of a sale of the remaining assets for a substanti al
gain. It is unfair for shareholders to retain the full increase

in the value of a conpany when it demands that consuners protect
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themfromall the reduction in the value of the generation part
of the business.
Inits reply brief, NEES disarmngly admts to the

asymmetry of treatment it seeks here. Arguing that OCA' s
position denies the conpany its fair return on investnent, in the
joint reply brief NEES nmakes an argunent that the OCA itself
coul d have nmade in opposing stranded cost relief in 1998:

“I ndeed, shareholders are entitled to only the market val ue

of their interest, whether that market val ue happens to be

above, equal to or bel ow the book val ue of the underlying
conpany assets.”
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That the NEES managenent had this asymretric treatnent
in mnd before agreeing to the GSEC restructuring stipulation can
be inferred fromthe fact that NEES began di scussions with NGG in
February of 1998, and with at | east one other conpany shortly
thereafter. Further, the approval of the restructuring
stipulation in Order No. 23,041 was separated fromthe
application for approval of this nerger by no nore than six
nont hs.

Qur Supreme Court has established the principle that,
in disposition of gains on utility property, equity requires
symmetry of risk and reward. Appeal of Cty of Nashua, 121 N H
874 (1981)(renoval of plant fromutility service); Pennichuck
Water Works, 103 N.H 49 (1960)(sale of land); Chicopee Mg. Co.
v. Public Service Co., 98 NH 5 (1953)(sal e of generating
plant). In all these cases, the gain on the transfer of utility
property was awarded to sharehol ders, the converse of what OCA
seeks in this case. However, as OCA notes, in those cases the
Court observed that had the property been sold at a | oss,
shar ehol ders woul d have been at risk. The present case is
paral l el , except that ratepayers were put at risk for the loss on
the generating assets, and now nmust be able to share in the gain

fromthe sale of the renaining assets.

In order to account for the windfall to the utility
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sharehol ders, and to return equity to the risk/reward bal ance
bet ween consuners and sharehol ders, OCA suggests that the
acquisition prem um could be captured at the nonent of stock
transfer, by attaching a lien to the proceeds of the stock
transfers. W have no authority for such a maneuver. Qur
authority is limted to setting the rates for GSEC. However, we
are not without authority to reflect the increased value of the
GSEC assets in rates.

We could, for exanple, revisit the stranded cost
determ nation, as instructed by the legislature, to ensure that
stranded costs reflect a proper allocation of risk and reward.
We could require that the acquisition prem um be taken as an
of fset agai nst stranded costs. |Indeed, this would seemto be
requi red by RSA 374-F. 3, Xl1(c) and(d) which requires that
conpanies continue to take all steps to mtigate stranded costs,
and that stranded costs be determ ned on a net basis and should

be reconciled to actual market conditions fromtinme to tine.!?

It would al so be appropriate to entertain suggestions
for a sharing of the gain, and to consider the relative inpacts

of exogenous factors such as inflation on the gains or |osses of

INote that this section also states that stranded costs
shoul d not include transm ssion and distribution assets. |
understand that to nean that a conpany can not recover stranded
costs for T&D plant, but that it is not a prohibition against
i ncluding the T&D assets in the cal cul ati on of stranded costs if
they were to be sold at a prem um
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generation and remai ning assets. Further, since accounting
principles in a purchase such as this require that the
acquisition premumbe witten off by NGG agai nst earni ngs over
time, we would have to consider the inplications of this zeroing
out of the acquisition premumon the fairness of gain recapture.

Because as a practical matter the only way to
acconplish such a sharing is to affect the revenue stream of the
mer ged conpany, potential nerging conpani es should have fair
notice of this intention before they decide to consummate a
merger. In this way, should they so choose, they can renegotiate
the terns to protect thenselves frombeing forced to fund the
sel ling conpany shareholders’ wndfall. 1In the instant docket,
we should I et NGG know that this issue may be raised again in the
context of a renewed exam nation of GSEC s stranded cost
recovery.

2. Recovery by NGG of Acquisition Prem um

Even if we were not to insist that stockhol ders share
the risks of restructuring equitably with consuners, we nust not
require consunmers to pay the acquiring utility for the excess

paynment it is making over the book value of the utility.

Under the original cost nethod in use in New Hanpshire
in non-restructuring transactions, rate base is not changed when

the fair market value of utility plant rises above net book or
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drops bel ow net book. For decades, and by |aw in New Hanpshire,
pl ant in service has been valued at the original cost |ess
accunul ated depreciation, or so-called “net book value.” RSA
378:7, RSA 378:27; RSA 378:28; Appeal of Cty of Nashua, 121
N.H 874 (1981). Investors are able to recover the original
funds invested in the utility, and not nore. They are ordinarily
deni ed the opportunity to require custoners to pay rates inflated
to current narket value. Simlarly, they are not obligated to
reduce rates when their assets’ current market values are |ess
t han net book. 2

The Uni form System of Accounts, established by the FERC
and adopted for use in New Hanpshire, Puc 308.04, requires that
upon sale of utility property the difference between book val ue
and mar ket val ue be recorded below the line as goodw || (or
ilIwill, depending on whether the assets are sold at a gain or at
a loss). This acquisition nust be anortized by periodi c charges

to Account 425, M scell aneous Anortization, a belowthe-line

2 Note that government can change the basis of utility rate
base evaluation, as long as it does not shift back and forth
bet ween various nethods sinply to require investors to bear the
risk of bad investnents while denying themthe benefit of good
i nvestnments. Duquesne Light Conpany, 488 U.S. 299, 315 (1989).
Lest this reference be m sunderstood, it should al so be noted
that restructuring of the electricity industry, with its
conconm tent deregul ation of commodity prices, is not an instance
of whipsawing the utilities; the package of risks and rewards are
rearranged in new ways, and the reduction in plant valuation to
mar ket val ue i s acconpani ed by new opportunities for conpany
managenent .
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account. As a non-utility expense, the anortization of
acquisition prem uns does not affect the utility’ s revenue
requi renent. Meanwhile, bal ance sheet Account 114 carries the
unanorti zed bal ance of the acquisition premum It would be an
extraordinary event for the comm ssion to deviate fromthese
accounting principles, and permt anortization of the acquisition
prem um above the |ine.

These accounting rules are maintained to ensure
adherence to the original cost nmethod of valuing rate base. The
original cost nethod, in turn, is intended to preserve an
equi tabl e all ocation between consuners and utilities of the risks
and rewards, burdens and benefits, of utility operations. The
utilities argue that it would not harm consuners if the
aqui sition prem um were noved above the line to the extent only
of savings that are attributable to the nerger. There are
several problens with this argunent.

Despite nunmerous questions in different forms, NEES and
NGG were unable or unwlling to estimate the likely | evel of cost
savi ngs consuners mght foresee fromthe nerger. But it is
possible to estimate the | evel that would be necessary to provide
net savings to custoners if the NEES/ NGG acqui sition prem um
treatment were approved. Applying the accounting principles to
the facts of the NEES/ NGG nerger, the anmount booked to Account

114 and all ocated to Granite State would be roughly 3% of $1.6
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billion® or just under $50 mllion. Anortizing this premumto
Account 425 over 20 years, as proposed in the response to Staff
Dat a Request 1-4 (appendix B to Exh. 23) would produce an annual
charge of $2.5 mllion per year.

What NEES and NGG argue in this case is that if they
are able to show reductions in expenses attributable to the
merger, they should be free to seek recovery of the acquisition
premumto the sane extent as the savings. Thus, NGG wi shes to
retain the option of com ng back to the Conm ssion to nove up to
$2.5 million per year above the line, before being asked to pass

any of these savings on to Granite State consuners.*

To put this concept into context, we nmust consider that
Granite State’s annual revenues before restructuring are only

about $54 million.® Thus, nerger savings would have to exceed 5%

3Using the Staff’s nethod for determ ning the acquisition
prem um the anount woul d be closer to 3% of $600 million, or $18
mllion. Anmortized over 20 years, the annual anmount of the
prem um would be $0.9 mllion. Savings of this magnitude would

still constitute 7% of post-restructuring annual revenues.

“NGG nmi ght propose to anortize the entire anount of the
acqui sition prem um above-the-line until a pre-determ ned | evel
of estimated savings is reached, but this approach is unlikely.
The timng of recovery, and risk of non-recovery, would shift in
this scenario, but the underlying reversal of belowthe-Iline
treatment would be the same as in the exanple

SGanite State’s operation and nmai nt enance expenses,
i ncl udi ng purchased power, were $54, 202,977 in 1998, per the
firms FERC Form 1l (Accounts 401 and 402, p. 114). Purchased
power was $41, 615, 327 for the same period (Accounts 555-557,
p. 321). Thus, GSEC operating expenses for its residual T&D
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of Granite State’'s pre-divestiture revenues before consuners
woul d benefit fromthis nerger. Mre inportantly,
post-transition revenue requirenents will be greatly reduced.
The portion of the business that is susceptible to cost reduction
will be limted to about $13 million in T& expense per year.
Yet the $2.5 m|Ilion annual savings threshold will remain, making
t he percentage of expenditures that nust be reduced equivalent to
about 19% before ratepayers can hope to see any benefit fromthe
merger. A 5% nerger-related gain in efficiency would be
remar kabl e; a 20% gain in efficiency would be mraculous. This
is especially so where NGG cannot |ook to all the typical sources

of operating synergy as areas of potential savings.

operations were $12,587,650 (Accounts 555 through 557 | ess
accounts 401 and 402).
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It is not necessary, however, to consider the specific
i kelihood of ratepayers enjoying the benefit of nerger-rel ated
savings in order to appreciate that the NEES/ NGG reservation of
rights denies consuners fair treatnent. To illustrate the
unfairness of permtting the nerging parties to pass sharehol der
gains through to consuners in rates, consider the case of the
depreciation allowance. The OCA is correct that, if acquisition
prem uns were granted in nerger cases, it would require a
ret hi nki ng of depreciation allowances. |If consuners are asked to
pay rates based on plant placed in service at a value inflated to
mar ket | evels, then no depreciation expenses shoul d be awarded.
In fact, rates should be reduced by appreciation all owances, as
the value of the plant appreciates. And, should the market val ue
of plant decrease relative to book value, this process should be
reversed

Since the advent of utility price regulation, utilities
have been permtted the opportunity to recover the return of, and
a return on, the fair value of their assets used and useful to
serve custoners. They are not entitled to earn a return of
i nvest ments above book value. The acquisition premum anmounts to
such an investnent. They may have perfectly good reasons for
payi ng nore than the net present value of net incone based on
utility ratemaking (as for exanple the tax benefits available in
Great Britain fromincreasing the debt |everage of National Gid

G oup), but consuners should not be required to provide revenues
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based on any hi gher base than net book and actual cost of
servi ce.

Further, as Staff testified, there is a noral hazard in
not reaffirm ng here our policies regardi ng book val ue
ratemaking; if potential utility buyers can expect to recover
sone or all of their above-book paynents from consuners, they
will be open to paying nore for a utility than they otherw se
woul d. Correspondingly, a potential seller utility will be
encouraged to seek out nerger partners, and force a bidding up of
t he prem um above book, in order to reap higher windfall profits
from buyers who hope to place the burden of the purchase on
consuners. Seller utilities will also have an incentive to cone
in for accel erated depreciation, and then turn around and sel
their conpanies at a profit, pocketing both the accel erated
depreci ati on and the above-book price. Such churning should not
be encouraged, as it is both unfair and economcally inefficient.

Wth regard to offsetting nerger savings, it should be
noted that consuners under traditional ratemaking bear the risk
of operating | osses (higher operating costs) occasioned by the
merger. Staff provided an exanple of just such an outcone in a
recent nerger case. NGG does not propose to shield consuners
fromthis eventuality, and given its inability to suggest areas
where robust cost savings will be possible and the need for dual
managenent teans, the risk of cost increases cannot be gainsaid.

Al owi ng NGG to of fset savings agai nst an acqui sition prem um and
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t hereby recover the acquisition prem umwould deny to consuners
the benefit of the symmetry of cost-based risk and reward.®

Finally, | mnust address whether these principles can be
applied at this time, given the fact that the conpany has not
sought recovery now. There is no reason on this record why a
regul atory comm ssion should allow the nmerger to proceed if there
is arisk that NGGwi Il seek to exact fromratepayers the cost it
was willing to pay above the net book val ue of GSEC assets

devoted to utility service.” The factors that m ght

1t may well be asked why gains on the disposition of the
conpany shoul d be shared with consuners, a narket-val ue concept,
whil e acquisition prem uns should not be recovered in |ight of
cost-basis principles. But sharing of the gains, as | discuss
above, would nerely be an offset to the stranded costs | osses
that custoners otherw se are asked to bear. And stranded cost
recovery is itself a departure fromtraditional regulation
CGenerating assets are in effect renoved fromutility rate base
when generation prices are deregul ated. Stranded cost recovery
anopunts to allow ng the conpany to renpbve such assets at market
price (lower than book), and | eaving the excess of net book over
mar ket valuation to be recovered from consuners through a new
regul atory asset, Stranded Cost Recovery. Conpare, Appeal of
City of Nashua, supra (standard practice is to renpbve assets from
service at book val ue, not market).

Stranded cost recovery reverses the traditional accounting
for plant renoved fromregul ation. Through stranded cost
recovery, the consuners have already guaranteed that GSEC wi ||
not suffer any loss relating to the difference between the market
value of its generating assets and the book val ue of those
assets. NGG did not satisfactorily explain in this docket why
custoners should not be restored to parity by a share in part of
the gain on the sale of the remaining assets. On the surface,
for themto be denied such sharing, and then to pay in rates for
the inflated value of the conpany’ s assets, would be to add
insult to injury.

'Nor, for that matter, of the portion of the acquisition
prem um representing the prem um above narket val ue of the stock.



DE 99- 035

-19-
hypothetically justify consideration of such extraordinary
treatnent are known today, and do not apply to this nerger.

This is not a situation where a nerger is practically
speaking the only way to ensure adequate service to custoners of
a struggling small utility system This is not a case in which
t he buyi ng conpany is replacing inept managenent. This is not a
case where irreplaceabl e expertise is | odged only in the buying
conpany, and is available only via the nmechanismof a nerger.
This is not the case of a negotiated settlenent taking the
largest utility in the state out of bankruptcy. No other
extraordinary circunstances justify consideration of above-book
cost recovery to entice a reluctant suitor to cone in and take
over NEES.

| cannot conceive of any circunstance, short of a
whol esal e rearrangenent in the risk/reward bal ance or nechani sm
for such utilities, that could justify a future change in the
treatnent of the acquisition premum?® Unlike the majority, |
beli eve we can and should say so today, and |leave to a future
| egislature or comm ssion the task of determ ning the equities
goi ng forward upon such hypothetical further sea changes in the

basis for utility ratemaking. Accordingly, | would condition

8 would note that incentive regulation does not qualify as
such a dramatic departure fromcost-plus ratemaking, in that it
nmerely wi dens the boundaries of upside potential and downsi de
reward, but still aims, as with cost-plus ratenaking, to achieve
rates that provide no nore than a reasonable return on prudently-
incurred used and useful utility assets.
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approval of the nerger on the absence of such above-the-line
treatment of the acquisition prem um

3. SEC Pre-enption

Wth regard to the SEC preenption, the conpany has
stated that the comm ssion would not be so preenpted, and that it
wi Il not raise such issues. To the extent such preenption is a
jurisdictional question, it may not avail that the conpany nakes
such representations. However, at the |east we should condition
the merger on the conpany’s not comng forward at any tine in the
future and claimng that our decision on the acquisition prem um
i ssues is preenpted by any accounting treatnent prescribed at the

SEC.
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D. Concl usion
The potential benefits of this nmerger are small, and
the risks cannot be discounted. It would be unfair to | eave

custoners paying for stranded costs whil e sharehol ders enjoyed a
wi ndfall gain fromsale of the remaining assets. It would al so
be unfair to allow the National Gid Goup to depart from cost-
based ratemaking in the case of the regul ated nonopoly portion of
t he GSEC business. For these reasons, | concur in the conditions
pl aced upon the nerger by the majority, and I would further
condi tion approval of the nmerger on the foll ow ng:
(1) That NGG agree it will not claimat any tine that our
deci sion on acquisition premumissues is preenpted by any
accounting treatnent prescribed by the Securities and
Exchange Conmi ssion, and
(2) That no portion of the acquisition prem um be recovered
by NGG from GSEC consuners.
| would al so put NGG on notice that in a future
reconciliation of GSEC s stranded costs, we will consider whether
the gain on the sale of NEES remaining assets be shared on an

equi t abl e basis between the conpany and the sharehol ders, via a
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reconciliation or adjustment of the stranded cost recovery

approved in Order No. 23, 041.

Nancy Brockway
Commi ssi oner
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